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Abstract

The relationships between financial development and economic growth are the
core contents of theory for financial development. Based on theory for Mackinnon
and Shaw (M -S), which is the starting point of theory for modern financial de-
velopment, the theory of financial liberalization as well as theory of endogenous fi-
nancial development which focus on the endogenous formation of financial interme-
diation and financial market, supports the opinion that finance plays the extremely
vital role in economic growth. However, the theory of financial development does
not merely study the relations between finance and economy, what’ s more, it
cares about the impetus of mechanism on financial development and the factors that
influence financial development, thereby affect the performance of economic
growth.

Regarding the preceding question, the modern economic theories hold that fi-
nance promotes economic through increasing gross capital of investment and impro-
ving capital’ s efficiency for using. As for the factors that stimulate financial devel-
opment, theory of financial liberalization as well as theory of endogenous financial
development does not solve it. Theory of financial development obtained the enor-
mous development when many western scholars such asLa Porta et al took legal fac-
tors account into financial development by the end of 1990s,
however. Furthermore, with the development of theory for financial development,
institutions play a great role in financial development, then theory of institutional
financial development came into being. The institutional school for theory of finan-
cial development emphasized the institution is one of important factors that influ-
ence financial development; moreover, they even thought that the essence of fi-
nancial development is the gradual change of financial institutions. That is to say,
only under the environment that is filled with perfect institutions, can finance ob-
tain the full development and then create more and richer financial tools and finan-
cial products.
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Abstract

Based on theory of financial liberalization and the practice of financial reforms
in developed countries, many developing countries carried out reforms of financial
liberalization in the 1970s. The results are that the first turn of reforms mostly came
to failure, the second turn of reform exhibited different performance though adop-
ting different strategies.

Based on summarizing theory of western financial development, the paper ex-
pounds financial reforms in developing countries which in the guide of theory for fi-
nancial development. The aim of the paper is to explore institutional drawback that
contributes to different performance of financial reforms in developing countries and
thereby conclude that the future direction of financial deepening in developing
countries, moreover, it is vital important for them to improve institutional quality
before deepening financial reforms.

It is well known that theories of financial liberalization and endogenous finan-
cial development are based on mature market economy; therefore, the institutions
in developed countries are not as important as those of developing countries. But it
is important for those developing countries that had got rid of the colonial rule after
the World War II to pay attention to institutions in financial development. What is
more, it is urgent for them to construct perfect institutions. As a matter of fact,
the majority of developing countriesthat had performed financial reforms did not a-
chieve the planned goals that promote financial development through reforms of fi-
nancial liberalization. Why did it happen? This is that most developing countries
launched financial reforms under the environment that lacks of sound institu-
tions. Even in the financial reforms, many developing countries ignore the con-
struction of institutions; especially they pay no attention to institutions for property
rights, legal institutions and political institutions. Furthermore, some developing
countries face political instability; as a result, they did achieve nothing.

With regard to transitional countries, they are lack of many institutions; even
some institutional arrangements are ambiguous. Therefore, institutions are vital im-
portant for transitional countries. Moreover, the theme of the paper is to explore
the effects of institutions on financial development in developing countries, thereby
indicates the importance of institutions in financial development.

China is the biggest developing countries and it is at the stage of economical
transforming. Without a doubt, the institutions also have significant influence on
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China$ financial development. In fact, the mechanism behind the finance promotes
the Chinese economy is the gradual development. To ensure the function of finan-
cial development on economic growth, we must the effects of institutions on finan-
cial development, then construct institutions of financial development.

This article focuses on the effects of institutions on financial development, in
special the effects of institutions on financial development in developing countries
and transitional countries and then studies how financial development influence e-
conomic growth. Base on discussions on financial reforms and financial development
in these two kinds of countries, the paper studies financial reforms in
China. Finally, it concludes that institutions play a great role in financial develop-
ment. And the paper is organized as follows.

The first chapter is introduction. This chapter tells us the purpose and signifi-
cance of the paper, summaries its main mentality, method and contents. The ob-
jective of this paper is to the relationships between and financial development in
developing countries including transitional countries. In addition, it studies the
effects of institutions on Chinese financial development.

The second chapter is about the review and appraisal on theory of financial
development. This chapter systematically reviews the theory of financial liberaliza-
tion, including the discussion of theory of anti-financial liberalization which is as
representatiye of financial restraint. It also elaborates theory of endogenous financial
developmen} in detail and summarizes the popular institutional financial develop-
ment theory.

The third chapter is about the practice of financial reforms in developing coun-
tries with the guide of theory for financial development. This part mainly introduces
the practice and performance of developing countries’ financial reforms by the
guide of Mackinnon - Shaw (M - S) theory . Especially, the paper selects some
typical developing countries to analyze the results of financial reforms. At the same
time, the paper takes transitional countries as general developing countries to dis-
cuss their financial reforms. But from the overall, these countries display unreason-
able results of financial reforms. From the beginning of the end of the 1990s, more
and more people gradually realize the importance of institution on financial devel-
opment in traditional countries.

The fourth chapter discusses the effects of institutions on developing coun-



Abstract

tries’ financial development. Institution is of great importance, and it is vital im-
portant for developing countries. This chapter studies how institution and institu-
tional changes affect financial development in developing countries.

The fifth chapter is about Empirical study on the institution and financial de-
velopment in developing countries. From empirical perspective, this chapter tests
the relationship between institution and financial development, the result is that
there is positive relationship between institution and financial develop-
ment. According to all above discussion, the paper presents some policies from in-
stitutional perspective.

The sixthchapter focuses on institutions and Chinese financial develop-
ment. According to theoretical and empirical studies, the paper concludes that in-
stitutions are of vital importance for financial development. The future direction of
financial reform is to value the function of institution in financial development, im-
prove institutional quality.

The lastchapter concludes that institution is important for financial develop-

ment in developing countries. Moreover, this chapter judges the future studying

Key Words: Institutions Institutional Quality ~Financial DevelopmentDe-

veloping Countrie
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